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PREFACE 

The following chapters first appeared from 
time to time as articles in The Magazine of Wall 
Street. In response to many inquiries for a book 
on the subject, it was decided to compile the 
articles in the same popular form as the other 
books for investors which are published by The 
Magazine of Wall Street. 

The information in this work is conservative 
and calculated to constitute a solid foundation 
for study. It is hoped that it will stimulate 
further investigation into the more specialized 
aspects of a broad subject. 
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CHAPTER I 
Profit and the Income Account 

EVERY investor hopes to secure an ade- 
quate return upon the money he puts into 
stocks and bonds. He buys them with 
the expectation that periodically he will receive 
this return in the form of interest or dividends. 
Possibly he may rest satisfied with the periodic 
receipt of a specified amount of money without 
making inquiry into its origin or the effect of its 
payment upon the company that disburses it. But 
the investor should be also an investigator. The 
wise investor asks, "What is profit and how is it 
ascertained?" I shall attempt a brief answer to 
this question in this chapter. 

Theoretically, profit -is an increment in wealth 
resulting from its application to productive un- 
dertakings. Capital unites with labor in the 
varied and manifold processes of productivity 
and thus an increase in the world^s wealth is 
effected. Practically, however, this information 
is not sufficiently definite. The investor is less 
interested in the sum of total wealth and profits 
than he is in wealth and profit when thought of 
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10 FINANCIAL STATEMENTS MADE PLAIN 

in connection with some particular enterprise. 
If he possesses some shares of a mining companj 
he is very definitely concerned in knowing what 
part of the dividends paid thereon is profit and. 
what part represents a return of his investment. 
If he owns bonds of an industrial company he 
wants not merely to be satisfied that the com- 
pany's profits are sufficient to meet interest re- 
quirements on bonded indebtedness, but he should 
be equally interested in the general financial 
policy of the company. 

He is vitally concerned with what the com- 
pany does with all of its gross revenues. Inter- 
est is only one of several deductions that must 
be made from gross revenue to determine net 
profits. The various expenses of operation — 
usually the largest group of charges — must be 
met. Allowances must be made for the deprecia- 
tion and obsolescence of buildings and machin- 
ery. Besides the interest on the issue of bonds 
in which one is directly interested through own- 
ership interest may also have to be paid on other 
and perhaps underlying bond issues. After op- 
erating expenses and fixed charges have been 
deducted from gross revenue, there should be 
left profit sufficient to make possible the pay- 
ment of suitable dividends on the outstanding 
stock and in addition to establish and enlarge a 
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reserve or surplus account to meet future con- 
tingent losses. 

The amount of the stock and bond issues and 
their dividend and interest rates have a very di- 
rect relationship to the income accoimt. It is in 
the income account that the results of operations 
are summarized. Consequently the income ac- 
count affords the information essential to a valid 
judgment of a company's progress, as well as the 
data suitable for making comparisons between 
companies. The income account is a summarized 
record of costs. It reflects the financial policy 
of the management and it affords a basis for 
studying the worth of. the various security is- 
sues. 

Unfortunately, there exists a marked lack of 
uniformity in the construction of the income ac- 
count. Some corporations publish incomplete 
income accounts. Others publish fairly com- 
prehensive income accounts which, however, are 
so compressed or abbreviated that much essen- 
tial information remains hidden. 

Others, notably those controlled by commis- 
sions, siich as^ railroads and the various kinds of 
public utilities, publish income accounts in ac- 
cordance with government specifications and con- 
sequently these are usually complete and fairly 
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uniform. Industrial concerns, on the other hand, 
vary widely in the form and completeness of 
their income accounts. In some cases the infor- 
mation they afford is so scanty that it is value- 
less unless supplemented from other sources, 
while in other instances it is admirably complete. 

The income account gathers together from the 
ledgers the various items that record the profit 
and losses of a given period of time. This so- 
called "accounting period" may be a month, a 
year, or even longer. The ledger accounts that 
record losses and gains are technically known as 
"nominal" accounts and must be distinguished 
from the "real" accounts which record the as- 
sets and the liabilities. The process of balanc- 
ing the nominal accounts and transferring their 
amounts to the profit and loss or income account 
is known as "closing." Naturally, the largest 
item in the income account is "gross earnings" 
or "gross income," for from gross earnings must 
be made all deductions for cost of goods or serv- 
ices, expenses of operation and fixed charges, in 
order to find the amount of net profits. 

Gross earnings are large or small in propor- 
tion to the success that accompanies the business. 
If the turnover of merchandise in a department 
store is slow, gross earnings are clearly smaller 
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than if the turnover is rapid. Goods and serv- 
ices are usually sold at a fairly definite percentage 
above cost. An increase in the rate of turnover 
not merely increases gross income, but it also re- 
duces the proportionate expense of handling the 
different articles of merchandise or of provid- 
ing the services. Rarely does expense increase 
proportionately with growth of sales. Rarely, 
too, does it decrease proportionately with a fall- 
ing off of sales. Success breeds success and 
failure breeds failure. This is true because many 
charges, such as taxes and depreciation, remain 
about the same irrespective of the volume of 
business transacted. 

The increase or decrease in the volume of the 
income should therefore be carefully watched 
and studied. As a rule, it is not subjected to 
manipulation, although it has been sometimes 
falsified. 

Gross income does not include income from 
extraordinary sources, but merely that earned 
in the pursuit of the concern's principal line of 
business. A railroad company does not include in- 
come from investments in government bonds in 
its gross income nor does a department store in- 
clude income from rentals of office rooms in its 
gross income. 
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To include such extraneous items in gross in- 
come would render the income accoimt less intel- 
ligible through the introduction of additions in 
no way related to the customary operations of 
the company. The value of comparisons with 
other similar concerns would be largely nega- 
tived. Such items are properly segregated under 
the designation "other income" and are added to 
the amount left after deducting operating ex- 
penses from gross earnings from operations— 
thus obtaining "total income." 

The item "operating expenses," when consid- 
ered in relation to gross earnings from opera- 
tion, possesses great interpretative possibilities. 
The ratio of "operating expenses" to "gross earn- 
ings" is called the operating ratio and serves as a 
very accurate and useful basis of comparison, not 
only between different periods in a company's 
history, but between different companies engaged 
in the same line of business, and, within certain 
limitations, between companies engaged in differ- 
ent lines of business. 

But since the value of the operating ratio is 
dependent upon its accuracy it follows that un- 
less the operating expenses are correctly stated 
the figure representing the operating ratio will 
be erroneous and of greatly lessened value. 
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Furthermore, a decline in the operating ratio is 
not necessarily an indication of an improved con- 
dition of affairs. It might be the result of an 
ultra-conservative policy taking concrete form in 
an injurious reduction in wages or managerial 
salaries, or in a failure to charge a sufficient sum 
to depreciation, or in any of the various ways in 
which expenses may temporarily be diminished. 

Usually, however, a decline in the operating 
ratio may be regarded as a favorable indication. 
Such a favorable decline may result from an in- 
creased turnover or it may result from a more 
efficient management, the adoption of new and 
improved methods or machinery, better wage 
system, and so on. 

The value of the operating ratio for compara- 
tive purposes depends largely upon the extent to 
which the accounting systems of the companies 
under comparison are accurate and uniform. 
!lplrror is most likely to arise in the computation 
of the various items comprising operating ex- 
penses, especially in those items in which an ex- 
act computation is admittedly impossible. In 
a manufacturing plant the various items that 
enter into overhead are at best approximations. 
The degree of accuracy with which they are de- 
termined depends upon the basis employed in 
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allocating the burden. This may be labor cost, 
material cost, prime cost, or one of the more or 
less highly complicated machine rate plans. 
Some of the methods give widely erroneous re- 
sults and none of them can boast absolute ac- 
curacy. 

The remark of an English accountant, that a 
balance sheet is a statement of opinion, also 
merits application to the income account. There 
are a number of items in an income account that 
are not fixed by any mathematical rule. Direct 
labor, salaries, taxes and interest usually admit 
of no question as to their cost. But depreciation 
and overhead, or merely overhead if depreciation 
is included in it, are more or less indefinite ele- 
ments of cost, and their determination must to 
some extent, sometimes to a very great extent, 
reflect the attitude and methods of the manage- 
ment. 

Consequently, the income account should not 
be accepted as final and conclusive, but rather it 
should be considered as admitting of a variety 
of interpretations. The investor should make it 
his policy -to become an interpreter of income ac- 
counts. He should be able to judge the growth 
of an enterprise by constructing comparative 
statements showing the tendency and significance 
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of the items of vital importance featured in the 
income account. He should have a memory-pic- 
ture of a model income statement which he can 
use as a basis for studying and interpreting the 
details of actual income accounts. The essential 
divisions of an income account are: (a) gross 
earnings from operations, (b) cost of operations, 
(c) earnings from operations, (d) other income, 
(e) total earnings, (f) fixed charges, (g) net 
profits, and (h) distribution of net profits. Ar- 
ranged in statement form and illustrated with 
assumed figures an income account appears thus : 

Gross income from operations $100,000 

Deduct ^ Cost of operations 60,000 

Earnings from operations $40,000 

Add : Other income 5>ooo 

Total earnings 45i000 

Deduct : Fixed charges 30,000 

Net profit $15,000 

Deduct : Dividends 10,000 

Surplus $5i000 

Every income account should conform in 
principle to the above outline. 

This chapter has dwelt somewhat on generali- 
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ties In our next one the contents of the income 
account will be analyzed in detail. Illustrations 
will be taken from published reports, and the 
application of accounting principles will be dis- 
cussed. 



CHAPTER II 

Analysis of The Income Statement 
— ^What the Investor should Watch 
and Study. 

THE income account or statement yields 
certain information to the casual reader, 
but for the investor vitally interested in the 
past, present, and future of the company whose 
securities he purchases, something besides casual 
observation is necessary. Essentially the income 
account is a very highly compressed and abbrevi- 
ated statement. It may contain much, but it 
refers to and is conditioned upon a much more 
extended series of facts than it contains. An 
analysis of the income account should not stop 
short of an investigation of this wider field of 
knowledge. The tendency of the gross sales, in- 
creased or decreased rapidity of the turnover, the 
reasonableness of the operating costs and their 
tendency to increase — -these and other items can- 
not be sufficiently comprehended and understood 
without a thorough analysis of the income ac- 
count. 

By such an analysis is meant the minute and 
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detailed consideration of each item of the income 
account from the standpoint of the various in- 
fluences that may aflfect it. Not only the pres- 
ent amount and bearing of the various elements 
of income and expense must be considered, but 
their history and tendencies as well must be 
studied. A one-year or even a two-year period 
is not usually sufficient to divulge the under- 
l)ring tendencies that constitute a corporation's 
financial history. Such periods are not long 
enough for evil policies to bring their effects to 
a culmination. Therefore while it should be the 
purpose of the investor to discover recent and as 
yet indefinite changes in tendencies, it should also 
be his desire to map the well-defined tendencies 
and study the consequences of long-established 
policies. 

The income statements of concerns engaged in 
widely different lines of industry necessarily dif- 
fer greatly in both form and content. Moreover, 
accounting practice has not yet established a 
very definite terminology or catalog of names; 
so that one runs some risk in attempting to 
present a pro forma or generalized income state- 
ment. But if a useful purpose is served there 
is no harm in presenting an income statement, 
quite detailed, yet applicable to a rather wide 
range of industries. In doing this the statement 
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form will be used because it is the form ordi- 
narily found in published reports and is also 
more intelligible to all except expert accountants. 
The outline of the income account given in the 
previous chapter has therefore been amplified as 
shown in Table I. 

TABLE I. 

POINTS WHICH SHOULD BE COVERED BY 

THE INCOME ACCOUNT 

Gross income from operations (industrial, mining, pro- 
fession, etc.) 

Deduct : Cost of operations 

Labor , 

Material (if factory) 

Fuel 

Depreciation 

Cost of goods sold (if merchant) 

General expense 

Selling expense 

Etc. 

Earnings from operations 
Add: Other income 

Interest on investments 

Rent of o£Gice rooms 

Etc. 

Total earnings 
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Deduct fixed charges 
Taxes 

Interest on bonds 
Etc. 
Net profit 
Deduct dividends 
Common 
Preferred 
Surplus 



It is impossible to present a pro forma income 
statement or account illustrating all the forms 
and details found in practice. The greatest lati- 
tude exists in this respect. It is thought that the 
example given is fairly typical — sufficiently so 
at least for illustrative purposes. A manufac- 
turing company may employ greater or less detail 
in stating cost of manufacture. Some concerns 
create a special division of the income statement 
for the deduction of "selling expenses," and so 
on. 

A little reflection will serve to indicate in what 
division of the income account lies the greatest 
possibility of error or fraud, viz., "cost of opera- 
tions." The reason for this will appear. The 
phrase "cost of operations" is here employed in 
its broadest sense as including not merely such 
expenses as fuel and labor but also the cost of 
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raw materials in case of a factory and the cpst 
of goods sold in case of a mercantile concern. 
Naturally the cost of raw materials and of mer- 
chandise, respectively, is a very large part of the 
cost of doing business. Inventory accounts for 
these must be kept. Sometimes running or per- 
petual inventories are kept, thus permitting fre- 
quent verification. If perpetual inventories are 
not kept physical inventories must be taken at 
intervals. 

The inventory affords a convenient opportunity 
for error, fraud and manipulation. Accounting 
principles require that in closing, the "old" in- 
ventory be charged and the "new" one be cred- 
ited in the profit and loss or income account. 
The same result is secured in the statement form 
of the income account by adding to cost of pur- 
chases the decrease or subtracting from cost of 
purchases the increase of the new over the old 
inventory. In other words, if the inventory of 
materials or merchandise at the end of a period 
is greater than at the beginning it signifies that 
not as much material has been consumed in man- 
ufacture, or as much merchandise sold, as has 
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been purchased during the period. Consequently, 
to determine the actual cost of materials con- 
sumed or goods sold, the increase in inventory 
should be deducted from cost of goods purchased 
during the period. On the other hand, if more 
materials have been consumed or more goods 
sold than were purchased, the new inventory will 
be smaller than the old one, and to determine 
cost of materials consumed or goods sold the 
decrease in the inventory must be added to cost 
of purchases. 

If the new inventory is inflated or padded the 
income statement is accordingly falsified and net 
profit is overstated to just the amount that the 
inventory is padded. This is sometimes the re- 
course of unsuccessful managers who wish to 
prolong their tenure of ofHce. Since, however, a 
new padded inventory soon becomes an old one 
it becomes necessary in turn to pad the succeed- 
ing inventory to an even greater degree, with 
the result that the abnormally large figure leads 
to investigation and the downfall of the falsifier. 
An extraordinary increase in the inventory should 
not be permitted to pass unchallenged. Inquiry 
into the reason for it may uncover some im- 
portant source of trouble. 
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TABLE II. 
OPERATING RATIO OF FIVE RAILROADS 

Company — 

1910 191 1 1912 1913 1914 

Nor. & West ,60.02 64.57 6l6o 65.31 67.32 

Pennsylvania «x:75«53 76.15 7o*6i 80.06 80.63 

N. Y.. N. H., & H..,^3.74 65A) 64.58 68.83 72.83 

Atchison iToiao 69.02 70.05 704X 71.10 

Sou. Pac... .65.01 67.75 70.03 69.04 72.79 

Average 66.91 68.66 69.17 70.73 72.93 

The inventory may or may not be given in 
the income account. More often it is omitted. 
In such case the investor must depend on outside 
information; or, if the income account has been 
certified by a reliable firm of public accountants 
he may safely take their visS for the fairness of 
this item. It is not customary for the profes- 
sional accountant to take the inventory himself 
nor even for him to verify all the items in it. 
Nor is the liability of the independent auditor on 
fraudulent inventories very definitely determined 
at law in this country. He is expected, however, 
to investigate a fair proporition of the inventory 
items, while his general supervision and the 
moral effect on the management of an independ- 
ent audit go a great way towards insuring the 
reasonableness of the inventories. 
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If the company under consideration is en- 
gaged in manufacturing the investor should sat- 
isfy himself of the adequacy of the cost system 
in operation. Without a satisfactory cost sys- 
tem no manufacturer can safely make quotations 
in competition with other manufacturers. How 
does he know that his competitors are not sell- 
ing at a loss ? How can he avdid doing so except 
by having an adequate cost system? It may 
sometimes be necessary to sell below cost but 
this should be done with a full realization of the 
situation. Such loss must be more than counter- 
balanced by gains on other sales. To determine 
these gains an accurate record of costs must be 
kept. 

By "costs" is meant not merely those direct 
costs in labor and material that are comparatively 
easy to determine and which cannot long be neg- 
lected because they must be frequently paid for, 
but also those costs, universally incurred, and of 
equal importance, but which are frequently 
omitted, at least temporarily, because of the dif- 
ficulty of determining their amount and incidence 
to the goods manufactured. These costs are 
known under the collective terms of "burden" or 
"overhead," and in a broad sense include interest 
on investment, rent, light, heat, depreciation of 
buildings and rolling stock, etc. — in short, all 
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those costs of operating incurred in the manu- 
facture of a product or the production of a serv- 
ice in addition to direct labor and material costs. 
If investors realized the need for adequate de- 
preciation charges and the frequency of bank- 
ruptcies due to the lack of such charges, they 
would give this matter greater emphasis. 

If a factory building costs $150,000 and will 
last 50 years, clearly, on an average, $1,000 of 
the value of that building becomes a yearly cost 
of manufacture and is as much an element of cost 
as labor or material. The failure of the man- 
agement to make allowance for depreciation in 
any year modifies to that degree the accuracy of 
the income account. 

Unfortunately much necessary information 
about these matters is hidden from the investor. 
The extreme meagemess of detail presented in 
the published statements of many corporations is 
very disappointing. But if investors learn to dis- 
criminate between those that do and those that 
do not publish adequate information, that would 
tend to improve matters by making it more dif- 
ficult for companies pursuing occult methods to 
dispose of their securities. 

The value of the operating ratio for compara- 
tive purposes may be largely reduced by lack of 
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a uniform system of accounts. If the same sys- 
tem has been in effect in a corporation for a 
series of years valid comparisons may be made 
between two or more years. If a uniform system 
of accounts is in effect the range of possible com- 
parisons is to that extent enlarged. Among rail- 
roads the tendency in recent years has been to- 
wards a constantly increasing operating ratio, 
owing to the greatly increased cost of labor and 
other operating costs. The tendency is shown in 
Table II. (Page 25.) 

These roads are fairly representative and a 
more extended table would present substantially 
the same results. This table reflects the develop- 
ment of conditions that have been largely respon- 
sible for the present railway situations and the 
loss in popularity suffered by some railway 
stocks. 

Outside the field of the railroads the value 
of the operating ratio must depend upon the com- 
pleteness and uniformity of accounting systems. 
It is useful in studying the public service com- 
panies which now meet the requirements of state 
commissions as to form and terminology. On the 
other hand it is useless in studying the Standard 
Oil subsidiaries because of the insufficiency of 
the published data. 
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Coming to that division of the income account 
in which "other income" is listed it is sufficient 
to note that this means income from those extra- 
ordinary sources from which a corporation may 
be fortunate enough to supplement its income 
from its principal line of activity. In some cases 
this is a negligible item. In others it is a matter 
requiring careful consideration. In yet other 
cases it may become the chief, in place of the 
subsidiary, source of income, as when a company 
gradually transforms itself into a holding com- 
pany through the purchase of the securities of 
other companies. In such a case it is best to con- 
sider the income from operations, while income 
from direct operations would become income 
from other sources. 

The fixed charges are not apt to present any 
considerable misstatement of values. The deter- 
mination of the amount of the fixed charges lies 
largely beyond the will of the management. In- 
terest on bonded indebtedness must be paid to 
avoid foreclosure and taxes are levied and col- 
lected by the state. The significance of the items 
composing the fixed charges lies rather in their 
comparative amounts. After operating costs are 
paid there should remain a balance not merely 
sufficient to cover fixed charges, but there should 
be an expess over and above fixed charges suf- 
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ficient to make possible an encouraging dividend 
policy and the establishment of a surplus reserve 
to act as a buffer against the deficits of lean 
years. 

The whole question of fixed charges — ^the ex- 
tent to which they may be increased without en- 
dangering the company, the amount that should 
be reserved as surplus after their payment, and 
the dividend policy that is so directly dependent 
on them — can only be answered by first carefully 
studying the peculiar conditions surrounding the 
company in question. If, as in case of most pub- 
lic utilities, the operating ratio is fairly low and 
uniform year after year and income is not liable 
to large fluctuations, then a larger relative bur- 
den of fixed charges can be carried than in case 
of those companies, industrials, etc., which are 
subject to great extremes in earning power. In- 
dustrials must create large surpluses to meet 
possible future contingencies. Public utilities 
may safely depend on smaller ones. In 1914, the 
U. S. Steel Corporation was forced to diminish 
its surplus considerably, owing to the contraction 
in income caused by the outbreak of the war. 



CHAPTER III 

Construction of The Balance Sheet — 
Relation of Assets to Liabilities. 

TYPES of balance sheets are as many and 
varied as are most other off -springs of the 
human mind. They range through the ga- 
mut of quality from the degredation of worthless- 
ness to the acme of excellence. Of course the 
question, what to omit and what to express in 
the balance sheet, is a highly argtmientative one. 
No corporation report is complete unless it con- 
tains a balance sheet; unfortunately many cor- 
poration reports that do contain balance sheets 
fall short of completeness because there is lacking 
a sufficiency of detail or because of the obscurity 
that commends so many of such statements to 
vigorous condemnation. 

Some corporations publish their balance 
sheets with commendable regularity. Others 
emit them at occasional and rare intervals. Ir- 
regularity in this respect is usually the fault of 
the smaller companies which are not compelled 
by law or other agency to act promptly. There 
are at present a number of ii^uences active in 
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reforming this condition, among them the super- 
vision of commissions, the increasing demand 
on the part of the stockholders for information^ 
and the increasing demand for publicity in cor- 
porate aflfairs. We may safely say that the 
balance sheet has become one of the leading 
criterions upon which investors and financial 
students generally base their inferences and con- 
clusions. The spread of accounting knowledge 
among all those who have occasion to study the 
financial history of concerns or to attempt to 
forecast their future will make the balance sheet, 
when properly constructed, an increasingly im- 
portant source of information. 

The income account presents in compressed 
form the results of the month's or year's transac- 
tions with reference to the resulting profits and 
losses. It analyzes and details the sources of 
both losses and gains and gives the resulting 
profit or loss, as the case may be. The balance 
sheet, on the other hand, gives no clue to the 
sources of losses and gains, its particular func- 
tion being to show the effects upon the assets and 
liabilities of the various changes that have tran- 
spired during the period. Thus some assets will 
be enlarged while others may be diminished; 
and the same is true of the liabilities. The excess 
of the assets over the liabilities constitutes net 
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worth, that is, it shows what is the real equity 
of the proprietor, the partners, or the stock- 
holders in the assets. If during any period a 
profit is made this excess or equity is by so much 
increased ; if a loss is incurred this excess* or 
equity is decreased by an equal amount. Losses 
may take the form either of decrease of assets 
or increase of liabilities. Gains may take the 
form either of increase of assets or decrease of 
liabilities. Balance sheets struck off at certain 
intervals record these increases and decreases of 
assets and liabilities. Consequently a balance 
sheet presents a kind of a cross-sectional view 
of the business condition at these intervals. 

Most investors are familiar in a general way 
with the construction of balance sheets. On the 
other hand a great many persons possessed of 
wide general information meet with certain items 
or arrangements in balance sheets which possess 
mystifying characteristics and undiscemible 
meanings. This is due to the apparently irrecon- 
cilable qualitie? of some of the items that appear 
in juxtaposition, or sometimes jtmibled together, 
in the balance sheet. All or most of these diffi- 
culties will disappear when the student recog- 
nizes the functions of these dissimilar items. In 
its simplest form the balance sheet may be ex- 
pressed as an equation, thus: 
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Assets 

Liabilities. 
Proprietorship or Capital. 

But the usefulness of the balance sheet is 
dependent upon a considerable amount of detail, 
and the problem of constructing a useful balance 
sheet consists in expanding and integrating the 
items shown above until they present a full and 
fair view of the financial condition of a corpora- 
tion. "Assets" is a word permitting of a great 
amount of subdivision and analysis. Given the 
assets of a concern there is aflForded a large 
opportunity to exercise the powers of analysis 
and classification in order to provide a statement 
reflecting the actual situation. 

Assets naturally fall into a two-fold classifi- 
cation based upon the degree of fixity they 
possess. Thus in one division, of considerable 
importance in most cases, we find listed the per- 
manent physical structure, the accompanying fix- 
tures, and such other valuable possessions as go 
to make up a fairly fixed group. Once these are 
erected or installed they change but slightly from 
month to month and perhaps even from year to 
year. Together these constitute that division of 
the balance sheet usually known as the fixed 
assets. It is the fixed assets which serve as a 
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basis for the bonded indebtedness and nearly all 
long-time credit arrangements. Their permanence 
makes safe and conservative the issue of bonds 
secured by a mortgage upon them. Assets should 
possess a longevity sufficient to assure the con- 
tinuance of their existence well beyond the period 
in time when the bonds they secure will mature 
and be paid. Thus it is seen how important from 
the creditor's, that is, the investor's point of view, 
is the determination and proper classification of 
the assets, especially the fixed assets, since fixed 
assets usually form the chief basis for bond- 
holders' liens. 

Naturally, after we have impounded and tabu- 
lated the fixed assets, the assets remaining are 
those of a current nature. These are usually 
highly variable in both form and quantity. They 
constitute the working capital, and are to fixed 
assets what tools are to the artisan. They aif ord 
the means of contact with the outside world. 
They consist of cash, merchandise, raw materials, 
goods in process, accounts receivable and other 
assets of like character and function. Since their 
quantities vary greatly from time to time they 
cannot well serve as a basis for liens for other 
than short term obligations. Nevertheless they 
are of great concern to the holder of long term 
obligations because it is from them that current 
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interest requirements on such obligations must 
usually be met. There must be cash or assets 
convertible into cash to meet these regularly re- 
curring requirements as well as those temporary 
obligations that rest primarily upon the current 
assets — such as trade acceptances, discounted 
notes, wages and accounts payable. 

We also frequently meet with such items as 
"deferred assets" or "deferred charges to profit 
and loss" in balance sheets. These are a dark 
mystery to the unitiated. Their explanation, how- 
ever, is not difficult. Usually they represent ex- 
penses paid in advance, or at any rate stuns which 
by their nature require to be written off as ex- 
penses. Thus a mining company charges to this 
account the cost of stripping ores — ^an expense, 
indeed, but one which aids the operations of the 
company for a considerable time to come, and 
therefore not altogether a current expense but 
one whose incidence lies largely in the future. 
Items of this peculiar tjrpe may well be grouped 
under the head of deferred charges. To the in- 
vestor this division of the balance sheet bears less 
significance than the ones previously described. 
His chief concern with it is that it be handled 
with due honesty and accuracy and that items 
possessing neither present nor future value to 
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tiie company be not paraded publicly under the 
bewitching title of "deferred charges." 

With the foregoing description in mind we 
may now present a brief outline ^hich will serve 
the purpose of a foundation in our task of cofl- 
structing a balance sheet : 

Assets. 
Fixed Assets: 

Buildings, Land, etc. 
Current Assets : 

Cash. 

Merchandise. 

Accounts Receivabfe, etc. 
Deferred Assets : 

Expenses paid in advance. 

The above oullmc may be expanded indefr- 
lulely. Perhaps the reader may prefer a some- 
what different terminology* Bat the essential 
features — ^the broad fundamental distuictions 
based upon the character and function of the 
assets — will remain the same. Althov^h such an 
outline may be useful, it is necessari^ very in- 
complete because it leaves unanswered such ques- 
tions as the following; 

Who owns these assets and how is tfie dhriakm 
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of ownership accomplished, if there is more than 
one owner? 

Are the owners possessed of an unclouded title 
or have they found it desirable to borrow money 
from outsiders, using these assets as a security? 

If money has been borrowed, what character 
of security has been given as a guaranty of its 
ultimate re-pa)rment? 

What is the ratio of this debt to the net pro- 
prietorship or equity of the stockholders ? 

These and other questions arise. The informa- 
tion they suggest ought to be pretty adequately 
set forth in the opposite side of the balance sheet 
which goes under some such caption as "Liabil- 
ities and Capital," or possibly the one word 
"Liabilities." The liability side, of the balance 
sheet classifies the debts and the divisions of the 
net proprietorship. Objection may be made that 
net proprietorship and debts are two rather irre- 
concilable things, and that to place them side by 
side in the balance sheet tends to obscure the 
situation. Even net proprietorship, however, is 
a kind of secondary liability — ^what the business 
owes the proprietor, if we may. so express it. 



FINANCIAL STATEMENTS MADE PLAIN 39 

BALANCE SHEET OF THE A. B. CO., AS AT 

JANUARY I, 1916 

Fixed Assets — 

Buildings and Land $40,000 

Machinery iSiOOO 

Current Assets — 

Cash 2,000 

Merchandise 4*ooo 

Accounts Receivable 3iOOO 

Notes Receivable z,ooo 

Deferred Assets — 

Expenses paid in advance 400 

$65,400 

Fixed Liabilities — 

First Mortgage Bonds $10,000 

Second Mortgage Bonds 12,000 

Debenture Bonds 3.000 

Current Liabilities — 

Accounts Payable 4tOOO 

Acceptances 1,000 

Notes Payable 3,000 

Capital and Surplus — 

Common Stock iStOOO 

Preferred Stock iSfOOO 

Surplus 2400 

$65,400 
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Since the character of the assets determines 
to a very great extent the nature of the indebted- 
ness they serve to 6eture, the construction of the 
liability side of the balance sheet will corresj)Ond 
more or less closely to that of the asset side. 
Thus if on the asset side of the balance sheet the 
fixed assets are honored with a title distimguish- 
if^ them as such, logic would require that we 
form a corresponding classification of fi±ed or 
long-term liabilities, which ordinarily are pro- 
tected by mortgages upon the fixed asseti^. Sifti- 
ilarly current liabilities correspond to and krt 
iMually very closely dependent for ultimate pay- 
ment upon the current assets. With this much 
miotftiBtion to serve as a foundation, we can now 
proceed with the construction of otir balance 
sheet/ and to bring it as closely as possible to 
reality we may assume fi<!titibus figures for {he 
tarious items, as shown herewith^ 

We now have a complete balance sheet, useful 
io the initiated to such an extent as such informa- 
tion may be subjected to the various interpreta- 
tions that an investor may desire to make. Note 
that fixed assets^ are placed firsts they being in 
ifiis instance t>y far the largest and most signifi- 
cant division of the assets, /then in the corre- 
sponding division of the liability side of the bal- 
ance sheet appear the fixed liabilities. These 
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g^erdly b^ar a very close relation to the fixed 
assets through liens of one kind or another, a 
matter which will be considered in another arti- 
cle. Similarly current liabilities should occupy 
a position opposite the current assets to facilitate 
66it)paris0h and analysis. The remaining divi- 
^hs — ^"deferred assets" and "capital aiid sur- 
|)lus"— do not bear anv very dose relationship to 
Otit another. If the aef erred assets are of rela- 
tively Small amount thev will probably require 
otily the passing notice of the investor. The cap- 
ital and surplus" division, however, is pregnant 
with significance and usually merits die most 
careful consideration. With respect to it such 
questions as the following arise : 

I& capital stock watered or full paid? 

What i^ the preference of the preferred stoek ? 

What has been the dividend policy? 

What are uses dt the stirplus accdmit afid to 
what cbctent does a lack of one endafiger thi 
ftectirity holder? 

Of course the answers to these questions may 
not be fully set forth in the balance sheet ; never-" 
theless much of the material needed for framing 
the answers appears therein. Neither are aU 
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balance sheets constructed just like the one we 
have presented. But the differences are usually 
those of terminology and arrangement rather than 
of principle. Sometimes current assets and cur- 
rent liabilities are given the position of honor at 
the head of their respective columns. Sometimes 
fixed assets are placed first while fixed liabilities 
are shifted to second place in the liability column 
to make room at the top for the capital and sur- 
plus accounts. This form occurs very frequently, 
as an examination of the reports of large cor- 
porations will indicate. 

Sometimes there are so-called contingent assets 
and liabilities whose definite valuation is difficult 
or impossible. How should such items appear in 
the balance sheet? Shall they be indicated at 
their probable maximum, their probable minimum, 
or be omitted entirely? If one corporation guar- 
antees the bonds or notes of another certain con- 
tingencies at once arise of great importance to 
those who invest in the securities of the corpora- 
tion acting as guarantor. The possibility of ever 
being called upon to make good the guarantee 
may be remote, exceedingly remote ; but it is sur- 
prising to note how frequently remote possi- 
bilities change to imminent probabilities. It has 
therefore become the commendable practice of 
accountants to append to the formal balance sheet 
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a note setting forth briefly the facts as to any 
contingent liability. This frees the balance sheet 
from a considerable amount of uncertainty — 3, 
procedure always desirable when not made at the 
cost of secrecy or dishonest practices. 

It is impossible to describe here the many vari- 
ations—in form and detail — ^that appear in the 
hundreds of balance sheets that are published by 
mecantile, transportation and manufacturing 
companies. Some of the variations are unneces- 
sary and serve to confuse the investigator. Others 
are necessary because of the inherent differences 
in different forms of enterprise. The assets of a 
railroad company differ from those of a manu- 
facturing company, and for that reason the classi- 
fication of their assets and liabilities will neces- 
sarily vary considerably. Moreover, as doctors 
differ, so do auditors and accotmtants, and as long 
as complete standardization is lacking the per- 
sonal equation will continue to have a very con- 
siderable influence on the construction of balance 
sheets. Certainly it will always be a factor in 
their interpretation. 



CHAPTER IV 

Analysis of The Balance Sheet— ^ 
QualUication of the Analyst — ^Wrong 
Methods. 

ONE fairly familiar with the theory of bal- 
ance sheet construction should be able to 
analyze a given balance sheet successfully. 
But such an analysis implies a certain amount of 
research beyond what is presented in the more 
or less abbreviated statements generally issued. 
One must acquire the ability to construct com* 
parative statements showing tendencies over a 
period. This no single balance sheet can do by 
any possible interpre^tion. What is equally un- 
portant, one must learn to draw his own conclu- 
sions. This requires not only a theoretical knowl- 
edge of balance sheet architecture^ but also a 
familiarity with business conditions, both those 
of a general character and those peculiar to the 
business under consideration. 

As the skill of a chess player depends upon the 
thoroughness and farsightedness with which he 
comprehends all possible conditions and contin- 
gencies of his game, so the skill of the financial 

44 
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student depends upon the care and thoroughness 
with which he studies and comprehends the sig- 
nificance of variations in quantities and the mean- 
ing of the relationship of one item to another. 
It is to this ability to weigh and compare that 
some business men owe their pre-eminence in 
judgment and insight. Some rules of interpre- 
tation may be formulated, but their application 
depends upon the ability and judgment of the 
individual. 

Balance sheet analysis means the consideration 
of each item therein contained with reference to 
the other items in the statement. The signifi- 
cance of any particular item such as "cash" or 
"notes payable" is not an absolutely separate mat- 
ter to be judged by itself, but a relative one 
growing out of the relationship which every item 
in a balance sheet bears to every other item. 
Thus the significance of the "raw materials" ac- 
count in the balance sheet of a manufacturing 
company does not consist in its bare amount. 
Whether this be large or small, a prolonged con- 
templation of its quantity as such is not likely to 
produce any very great degree of satisfaction. 

The investor's main object is to discover the 
ability of a given company t9 meet the interest 
and dividend requirements on its bonds and 
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the outstanding indebtedness, for the payment of 
which it was created, only when the time of re- 
demption arrives, it follows that the greater the 
time intervening between a period of financial 
embarrassment and the time when the obligation 
will fall due the less will be the sinking fund 
accimiulation. Hence the condition of the fixed 
assets, or whatever property may be covered by 
mortgages, is of much concern to the interested 
bondholder. 

To enter into the technicalities of mortgage 
liens would take us beyond the scope of this 
chapter. But the reader should learn to recognize 
the connection between long-term liabilities and 
the assets which wholly or partially protect them 
through the presence of mortgage liens. In some 
instances this is a very simple matter, but we 
sometimes meet with situations of great complex- 
ity requiring much care to decipher what position 
the several bond issues hold in their relation to 
one another and to the assets which protect them. 
Some railroad companies afford good examples 
of a multiplicity of liens. Not only may the 
same property be subject to a series of mort- 
gages — ^first, second, third, and so on — ^but the 
names of the bonds are oftentimes misleading. 
A bond may be protected by a first mortgage on 
a comparatively small and insignificant bit of 
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property and by a second or third mortgage upon 
a large portion of the company's real estate. But 
if it is given some such name as "first and re- 
funding," the fact that it is a first mortgage bond 
is placarded abroad much to the detriment of 
those unfamiliar with the facts. 

The investor should proceed with his investi- 
gation of the balance sheet until he has clearly 
established the relationship existing between fixed 
liabilities and fixed assets. When he has done 
this he is prepared to judge for himself what is 
the standing of the various security issues. 

Some perplexing questions arise when we at- 
tempt to make a satisfactory valuation of a 
company's assets — for it is assumed that the in- 
vestor will not unquestioningly accept the figures 
given in the balance sheet. There are several 
bases upon which valuations of property are 
made and the investor must choose the one that 
will best suit his purpose. What determines the 
present value of assets for purposes of security 
to bondholders? Is it the earning capacity of 
those assets, or their original cost, or their cost 
of reproduction, or their break-up value when 
sacrificed under the hammer? If a company is 
in financial difficulty and approaching bank- 
ruptcy, very little allowance should be made for 
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earning capacity, and a conservative valuation — 
perhaps much below original cost — should be 
placed on the assets. If, on the contrary, the 
company is prosperous, and a surplus is being 
accumulated, it would be a very conservative 
policy, from the investor's point of view, to ac- 
cept original cost as a basis for valuation of the 
fixed assets. In such instances a very large in- 
crement of value results, which may be consid- 
ered as an addition to the value of the tangible 
assets or which may perhaps even better be con- 
sidered by itself as good will or going concern 
value. Many prosperous corporations continue 
to enter their assets at cost and make no entty 
for going concern value, with the restdt that, from 
the investors' point of view, their balance sheets 
indicate very considerable under-valuations — a 
fault easily pardoned. 

Some public utility companies possess fran- 
chises of greater or less duration which, even 
though they may have been secured for the ask- 
ing, have grown more valuable with the develop- 
ment of the community served. 

Care should be taken to see that obsolescent 
and worn-out buildings are not carried in the 
balance sheet at cost or other excessive figure. 
Land does not usually depreciate in value. On 
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the contrary, it frequently appreciates in value 
owing to increasing density of population and the 
growing demand for space, whidh is continually 
diminishing. But buildings, railroad ties and 
rails, rolling stocks, terminals and most other 
structures do depreciate and ultimately must be 
replaced. Since depreciation will be the topic of 
a future chapter we will not consider it further 
at present. 

The importance of a consideration, by the in- 
vestor, of the current assets has already been 
suggested. The reason for this is not because 
bonds and stocks are protected by liens on cur- 
rent assets, for they are not, but because it is 
to these that the management must look for the 
satisfaction of the current interest and dividend 
requirements. Bankruptcy is too frequently the 
result of the inability of an otherwise healthy 
corporation to pay interest falling due or to meet 
pa3rment on an issue of notes or bonds when 
assets greatly exceed debts, but it is impossible 
to obtain enough cash to make payment. The 
experience of the Westinghouse Company is a 
classic example of this kind of embarrassment. 
During the period of financial stringency which 
accompanied the panic of 1907 many companies 
found it difficult to secure funds for current re- 
quirements — a condition which our new banking 
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system will tend to mitigate even though it does 
not altogether remove the danger. 

The strength of the situation with respect to 
the current assets, particularly cash, depends not 
so much upon the absolute amount of these 
assets as upon the extent to which they are eflfec- 
tively tied up by accruing wages, accounts and 
notes payable, and other obligations the payment 
of which cannot be delayed. The policy of re- 
quiring prompt payment on purchases and of 
charging interest on over-due accounts meets 
with the approval of the National Association of 
Credit Men; moreover, the promise of an early 
extensive adoption of the trade acceptance will 
render payment of commercial obligations. 

Accordingly, the history of a company's policy 
with respect to its current liabilities merits care- 
ful consideration. Nothing else casts so much 
light on the efEciency of the management as a 
searching investigation of its policy of meeting 
its current obligations. Efficiency in this de- 
partment means efficiency all the way from the 
purchase of the goods to the payment of the 
wages of the man who turns the goods over to 
the consumer. Over-buying and a slow turn- 
over inevitably lead to slow payment of current 
obligations and weakened credit. This in turn 
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means the loss of the most advantageous terms 
of making purchases — ^the loss of cash discounts, 
increased interest obligations, and loans made to 
meet debts that ought to be paid out of current 
revenues. Although the connection may not be 
evident at first thought, a good system of taking 
care of raw materials and stock goes a consider- 
able way toward reducing current obligations. 
As a business expands it becomes increasingly 
difficult to determine accurately the quantities of 
the various kinds of raw materials and supplies 
on hand or required. The consequence is that, 
unless a scientific method of keeping stock is in- 
troduced, an excess of some kinds of goods will 
be kept while there exists a deficiency of others. 
All in all a large surplusage is likely to occur in 
the inventories, which requires the useless tying- 
up of working capital. 

I have chosen this somewhat unusual method 
of approach to the balance sheet because I believe 
that many people have erred, in attempting its 
analysis, by giving too little attention to the rela- 
tive position that each account holds. We have 
not exhausted the subject, but our purpose has 
been rather to offer suggestions as to the mode 
of approach. If an investor possesses a funda- 
mental knowledge of the principles that underly 
the differences in detail with which he will con- 
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stantly be confronted, they should not give him 
any great difficulty. He cannot find in print a dis- 
cussion sufficiently complete to guide him under 
all circumstances; But he can secure a good un- 
derstanding of the principles needed to aid him 
in his search for financial truth. 

One cannot secure knowledge from a paucity 
of figures, however. There are balance sheets 
that no expert could analyze satisfactorily. The 
information contained in many prospectuses and 
bond circulars is the despair of the wise and the 
lure of the ignorant. Unless some information 
additional to that found on their pages can be se- 
cured the investor may well recall the proverb of 
the fool and his money and look for something 
more satisfactory. 



CHAPTER V 

Functions of Funds and Reserves — 
How a Fund is Established — Differ- 
ence between Funds and Reserves. 

IN our consideration of the balance sheet we 
necessarily omitted referring to certain re- 
finements until some further explanations 
could be given. The purpose of accounting is to 
arrive as nearly as possible at an exact statement 
of the results of operations. To do this necessi- 
tates a careful allocation of the costs of doing 
business in order that any particular month or 
year may not be burdened with more or less than 
its proportion of the expenses. There also arise 
certain contingencies which may or may not ulti- 
mately turn out to be losses. On the other hand, 
every prudent manager desires, in so far as pos- 
sible, to bridge over the deficits of lean years 
with the surpluses of fat years; and if this is 
done certain entries and adjustments are re- 
quired in the accounts. The skill with which an 
auditor follows this "leveling up" policy will de- 
termine very largely what the company's success 
will be. 

55 
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Let us take an illustration. The Oriental Com- 
pany is about to engage in the manufacture of 
rugs and carpets and will begin business on April 
1, with assets and liabilities as shown in the 
statement contained in Table I. 

TABLE I 
BALANCE SHEET OF THE ORIENTAL COM- 
PANY AS OF APRIL I, i^-: 

Assets 
Fixed 

Plants and Machinery $35iOOO 

Current 

Cash 10,000 

Raw Materials 6,ooo 

Deferred Assets — 

Insurance 200 

$51,200 

Liabilities and Capital 

Fixed- 
Bonds $15,000 

Current — 

Accounts Payable 5,200 

Notes Payable 1,000 

Capital — 
Stock 30,000 

$51,200 
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As soon as the company begins its operations, 
changes will begin to occur in most of the ac- 
counts, and some new accounts will be opened to 
take care of purchase, sales, expenses, etc. The 
insurance which has been paid for a period in 
advance will gradually expire and in time will 
require renewing. Some goods will be sold on 
credit and, as experience has shown, losses are 
likely to occur on some of these accounts. The 
time when the bonds will mature, even though 
it be years in the future, is gradually approach- 
ing and must be taken into consideration. If the 
management is conservative, it will desire to pro- 
tect the company by retaining in the business 
some of the profits, to enable it to make additional 
purchases of equipment and to serve as a safe- 
guard against the encroachment of slack times. 

Reserves and funds are established to enable a 
company to meet the situation suggested in the 
preceding paragraph. Before attempting a de- 
tailed explanation of them let us carefully dis- 
tinguish between them. The ter^ns "reserve" and 
"fund" are sometimes confused, but practice is 
becoming fairly uniform in its employment of 
them. By a "reserve" is usually meant the reten- 
tion of profits for some purpose which may be 
indicated in the title, or else it is used to designate 
an account set up for the purpose of evaluating 
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some asset account to which it is complementary. 
By a "fund" is meant cash or its equivalent which 
has been set apart for a specified purpose. The 
significance of these definitions will grow as we 
proceed. 

Let us consider one of the principal kinds of 
funds. Sinking funds established for the liquida- 
tion of debts are perhaps most familiar to the 
reader. These are governed by a great variety 
of regulations in different cases and circum- 
stances. Sometimes the money placed in the sink- 
ing fund is retained under the control of the com- 
pany in question. Usually, however, in accord- 
ance with the trust deed, the fund is held by a 
trustee who receives instalments periodically as 
per agreement. The manner in which these in- 
stalments are made, their frequency, the uses to 
which the .income from the fund is to be put, and 
other details are determined by the trust deed. 
Instructions as to the ultimate employment of 
sinking funds are widely different. Sometimes 
the trustee is authorized to purchase the com- 
pany's own bonds as investments, keeping them 
alive in the sinking fund. Sometimes bonds of 
the issue, for the purpose of redeeming which 
the sinking fund was established, are purchased 
and cancelled. Sometimes the trustee is author- 
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ized to go on the market and purchase outstand^ 
ing bonds when they can be bought under a cer- 
tain figure. 

A very essential provision of the trust deed is 
that requiring the company issuing bonds peri- 
odically to pay a certain amount of money to 
the trustee, which is to be held by the trustee 
as a protection to the bondholder and ultimately 
to be employed in the liquidation of the bonds. 
This money the trustee may, however, use, as 
soon as conditions make it advisable, in the re- 
demption of a portion of the bond issue. If, 
however, the money is not so used, it should be 
invested in interest bearing securities, either of 
the company to which the sinking fund belongs 
or of some other concern. There is a reason why 
it is better to invest the sinking fund in the se- 
curities of other companies. The sinking fund's 
primary purpose is to protect creditors. If at 
any time the company should become financially 
embarrassed, its creditors would be likely at just 
such a time to find the securities in the sinking 
fimd in disrepute and of low market value, be- 
cause they represent the liabilities of the embar- 
rassed company. Wisdom would seem to dictate 
the investment of the sinking fund in the secur- 
ities of companies least liable to be affected by 
the disturbances which are most liable to affect 



60 FINANCIAL STATEMENTS MADE PLAIN 

the company in question. The investor may well 
request the provisions of the trust deed regard- 
ing the establishment of sinking funds. 

In the balance sheet the sinking f tind will 
generally appear under some such title as "Sink- 
ing Fund Trustee," or possibly "Cash in Hands 
of Sinking Fund Trustee" if the sinking fund is 
in the form of cash. Although held by the trus- 
tee the sinking fund belongs to the company 
which establishes it; consequently it is an asset 
and should appear as such in the balance sheet. 
Sometimes the sinking fund appears among the 
fixed assets. Frequently, however, as in the bal- 
ance sheet of the United Steel Corporation, it is 
found under a distinct title: "Sinking and Re- 
serve Fund Assets." 

Entire absence of sinking fund assets in the 
balance sheet may be explained by the character 
of the liabilities. There may be no bonded in- 
debtedness, or the bonds may be debentures, as 
in case of the General Electric Company, which 
has for security merely the general credit of the 
issuing company. Occasionally the trust fund is 
deducted from the bonded indebtedness on the 
liability side of the balance sheet. This is the 
procedure followed by the Brooklyn Rapid Tran- 
sit Company. The report of the Denver and Rio 
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Grande Railroad Company as of June 30, 1916, 
shows, among the liabilities: 

Bonds $134,118^000.00 

Less — Held in Treasury and by Trustees. . 11,352,000.00 

$122,766,000.00 

The balance sheet of the International Harves- 
ter Company shows no bonded indebtedness and 
no sinking f tmds. 

If the bonds of the Oriental Company, men- 
tioned above, will mature fifteen years after the 
date when issued, April 1, 1917, and if the trust 
deed requires payment into the hands of the trus- 
tees, annually, of a stun sufficient to provide the 
means for their redemption at the end of the 
fifteen years, then the amount of each annual 
payment will depend upon the method pursued 
with reference to the interest which the money 
in the sinking fund, if invested, will earn. If this 
interest is turned into the sinking fund the an- 
nual instq^llments required will, of course, be 
smaller than if the interest so earned is paid 
back into the general funds of the company. 

However, for our purposes, we may ignore the 
rather complex computations required to take in- 
terest into consideration, and assume that what- 
ever interest is earned is not added to the sink- 
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ing fund. Consequently, annual instalments of 
$1,000 each for the fifteen years, will be paid to 
the sinking fund trustee. Therefore, at the close 
of the first year the balance sheet of the Oriental 
Company will show among the assets, ''Sinking 
Fund Trustee, $1,000," at the end of the second 
year this account will appear charged with 
$2,000, and so on, until at the end of the fifteenth 
year, when the bonds are due, there is $15,000 in 
the sinking f imd with which to pay them. When 
they are paid, both the "Sinking Fund Trustees, 
$15,000" and "Bonds, $15,000" will be closed in 
the company's ledger and will not be shown on 
the next annual balance sheet. 

If the sinking fund trustees had received in- 
structions to buy in and cancel the bonds, either 
at regular or irregular intervals, then the amount 
shown at any time in the "Sinking Fund Trustee" 
account in the balance sheet, will be smaller by 
whatever amount was disbursed in the purchase 
of outstanding bonds. Similarly the "Bonds" 
account would show only the amount of those 
still outstanding. 

We must now distinguish carefully between a 
sinking ftmd and sinking fund reserve. Unfor- 
ttmately the distinction agreed upon by most 
authorities on accounting is not always adhered 
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to in published balance sheets — a, defect which 
increasing uniformity of practice will tend to 
remedy. A little reflection will serve to indicate 
that there are but two sources from which the 
means for the redemption of bonded indebtedness 
can be secured, namely, (a) capital invested, be- 
ing either that secured from stock subscriptions 
or from sale of bonds, and (b) profits, either cur- 
rent or reserved from previous years. In dis- 
cussing sinking funds we made no reference to 
the origin of the funds — whether capital or 
profits. We simply asstmied the presence of a 
suflicient amount of cash to pay the instalment to 
the sinking fimd trustee. Now this cash must 
be forthcoming whether taken from profits or 
not. 

But it is sometimes desirable to go one step 
farther and make an actual reservation of profits 
for the purpose of pa)dng off bonded indebted- 
ness. This is an exceedingly conservative policy, 
since the payment of a debt out of profits in- 
creases the equity of the stockholders, providing 
the assets secured with the money derived from 
the bond issue are kept up to their original value. 
The essential procedure is the retention each 
year of profits sufficient to pay the instalment to 
the sinking fund trustee. Thus in the end the 
debt is paid, while the assets are not diminished 
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in value — 2l procedure equivalent to increasing 
the surplus account by the amount of the debt 
thus liquidated. 

To illustrate, if the Oriental Company decides 
to reserve profits each year sufficient to pay the 
sinking fund instalment of $1,000, this plan re- 
quires that, in addition to a charge to "Sinking 
Fund Trustee" for the amotmt of cash handed 
over, there must also be charged to income and 
credited to "Sinking Fund Reserve" each year a 
like amount. If this is done the balance sheet 
will show a sinking fund account among the as- 
sets and a sinking fund reserve account among 
the liabilities. These may be, but are not neces- 
sarily, equal in amount. They will not be equal 
if money is occasionally withdrawn from the 
sinking fund for the redemption of bonds. When 
the whole issue is finally redeemed the sinking 
fund accotmt closes, but the sinking f imd reserve 
account remains and may be considered as sur- 
plus and perhaps be closed into that account, 
since the surplus account measures savings of 
profits of past years. 

Frequently, when the establishment of a fund 
is not obligatory, reserves are set up without any 
corresponding funds. That is, it may be desir- 
able or necessary to retain each year a portion 
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of the profits for some future purpose, at the 
same time allowing these profits to remain a part 
of the general assets, where they can be profitably 
used. When this is done the reserve is shown on 
the liability side of the balance sheet, but there 
appears no corresponding fund on the asset side. 
Nevertheless the assets, as a whole, are increased 
in value by the amount of the reservation of 
profits, this increased value being more or less 
diffused through the different accounts, conse- 
quently oftentimes unrecognizable except upon 
careful analysis. 

This policy might be pursued if it is desirable 
to make extensions to plant, out of profits, at 
some future period. Sometimes, however, to 
establish special reservations of profits for such 
purposes is little more than a formality, since it 
may be sufficient to carry all undivided profits to 
one general surplus account. The special reser- 
vation is usually made to meet some legal re- 
quirement, to keep before the management the 
special object in view, or possibly to instruct 
bond and stockholders in the policy of the con- 
cern. A glance at the balance sheet of the Inter- 
national Harvester Company will indicate the 
considerable extent to which it has adopted the 
plan of creating special reserves. 
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We have considered but one of the two im- 
portant kinds of reserves, i. e., reserves of profits. 
There is an equally important class of reserves 
known technically as "valuation" reserves, which 
are not reserves of profit. These have some very 
important functions. We shall consider these 
in our next chapter. The reader will do well to 
fix in mind the meaning of reserves as defined 
above. To be able to distinguish them from the 
kind we shall next describe is an accomplish- 
ment which every investor should be able to 
boast. 



CHAPTER VI 

Valuation Reserves — Profit Reserves 
versus Valuation Reserves — Depreci- 
ation. 

THE necessity of distinguishing between re- 
serves of profits and valuation reserves has 
been mentioned. As a concrete illustra- 
tion assume that a company owns fixed assets — 
buildings, machinery, land, etc.— and is engaged 
in the usual operations of industry. It requires 
no persuasion to convince us that with the pass- 
ing of time there will occur a loss in value on the 
part of some of these assets. We ordinarily 
expect land to retain its original value and per- 
haps to appreciate owing to its growing scarcity 
and the impossibility of duplicating it. A little 
observation and experience, however, will con- 
vince all that most assets of a so-called fixed 
character are not really fixed, but that they under- 
go a more or less rapid deterioration from wear 
and tear, growing inadequacy to fill the demands 
made upon them, and possibly from obsolescence, 
t. e,, getting out of date as the result of late 
improvements. 

67 
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These various deteriorating influences may all 
be comprehended by the single term "deprecia- 
tion.** Depreciation, therefore, may be defined 
as loss in value arising from wear and tear, in- 
adequacy and obsolescence. The rate of depre- 
ciation, ordinarily expressed as a percentage on 
the cost price of the asset in question, may be 
high or low. The concrete structures of a hydro- 
electric plant are quite permanent and, in so far 
as ordinary wear and tear are concerned, prob- 
ably do not depreciate more than a fraction of 
1 per cent, during a year. Their depreciation due 
to inadequacy might vary, on the other hand, 
from nothing to a high percentage. A factory 
building is a less permanent structure. Prot>- 
ably few such buildings now standing, with the 
possible exception of tiie best concrete ones, will 
be in existence in one hundred years. Most of 
them will literally be shaken to pieces ; although 
tnany will outlive their usefulness, and be re- 
placed with structures better designed to meet the 
requirements of dynamic enterprise. 

Even less permanent than the structures in 
which they are housed are many of the machines 
and fixtures required in manufacturing processes. 
G>nstant use, constant wear 1 Ten per cent, an- 
nually is not an exorbitant rate of depreciation 
for many kinds of implements, and for some 
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kinds it is far too little. Depreciation is a fact, 
not a theory. It is the least avoidable of all 
expenses. Some running expenses may be partly, 
others wholly, avoided in slack times. Very little 
can be saved by attempting to prevent deprecia- 
tion, beyond reasonable repair and housing. 
Whether they are used or not, machines become 
obsolete and inadequate, and during dull seasons 
they become creaky and rusty. 

Out of this situation arises a significant fact 
of an accounting character, namely, that depre- 
ciation is an expense of production which cannot 
be ignored without undesirable consequences., 
Most expenses must be met promptly. If inter- 
est payments are delayed, foreclosure proceed- 
ings are instituted by creditors. If the payment 
of wages is refused the assets of the company 
thus delinquent, are sold for the satisfaction of 
this liability! 

If payments are not made promptly for raw 
materials and supplies purchased, cash discount 
privileges are lost and the terms of future pur- 
chases become less favorable. Depreciation, 
however, is a cost which can usually be neglected 
for a considerable time without leading to difl&- 
culties. For this reason it is neglected ; therefore 
when the evil effects of this neglect begin to make 
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themselves apparent they represent a situation 
made extraordinarily serious largely because it 
has developed without any well defined symp- 
toms. A small laceration of the flesh gives pain 
and is immediately swathed and bandaged. A 
deep-seated disease preys upon the vital organs 
for years before it creates a consciousness of the 
need for medical aid. 

TABLE I 

BALANCE SHEET— ACME COMPANY 

As of January i, 1907 

Fixed Assets — 

Plant $100,000 

Machinery 40,000 

Current Assets — 

Cash 20,000 

Deferred Charges 1,000 

$161,000 
Fixed Liabilities — 

. Bonds $60,000 

Current Liabilities — 

Notes Payable 1,000 

Capital Stock 100,000 

$161,000 
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Depreciation is the least painful, most insid- 
ious, most univer3al business affliction. Promptly 
treated, it is like a harmless varioloid, ever pres- 
ent but not dangerous. Neglected, it is a source 
of abundant financial embarrassment and ulti- 
mately of insolvency and bankruptcy. Nothing 
ought to have more influence with the investor 
than the policy which a corporation pursues in 
caring for the depreciation of its properties. 

We ask, by what process is depreciation prop- 
erly accounted for? 

The answer is, by setting up valuation reserves, 
crediting them periodically with an amount equal 
to the depreciation in value for the period, and 
at the same time charge income with a like 
amount. 

Let us explain. All expenses incident to the 
month's or the year's operations should be 
charged to income, otherwise the figure pre- 
simied to express net profits, is excessive by just 
the extent that expenses are omitted. Deprecia- 
tion is an expense, but a peculiar one in that 
although it is constantly occurring it may not be 
accompanied by any immediate cash disburse- 
ments as are most operating expenses, as labor, 
fuel, heat, raw materials, and so on. This makes 
it somewhat more difficult to account for. If we 
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pay for an expense when we incur it we simply 
charge the proper expense account and credit 
cash, which the bookkeeper expresses thus : 

Expense 100.00 

To cash $100.00 

assuming, of course, that the amount of this par- 
ticular expense is $100. But suppose — ^as is 
usually true with depreciation and certain other 
losses — ^that there is no corresponding disburse- 
ment of cash? Then what? This is just where 
the use of valuation reserves comes in. Recol- 
lect, then, valuation reserves are not reserves of 
profits, but reserves made to determine profits. 
Suppose that during a certain period deprecia- 
tion of plant occurs to the extent of $1,000, for 
which there is no corresponding disbursement of 
cash. This may be expressed technically by 
charging expense, as above, but by crediting a 
valuation reserve, instead of cash, thus : 

Expense $1,000.00 

To Valuation Reserve $1,000.00 

The essence of the matter is that we make a 
record of this expense. Expenses must be re- 
corded or they will not be considered, but be 
overlooked. It is beyond the purpose of this 
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brief article to lead the reader through all the 
intricacies and refinements of accounting, neither 
is it desirable. But from the foregoing, he should 
be enabled to grasp firmly the function which 
valuation reserves fulfill, i. e,, not only to bring 
into each year's income account all proper ex- 
penses, but also to make such a record in the 
ledger that the results of these losses may be 
clearly set forth in the balance sheet. The 
former purpose is accomplished through the 
charge to "expense," which is carried into the 
income account, the latter is accomplished by the 
"valuation reserve," which is carried into the bal- 
ance sheet. While expense accounts are thus 
closed out each month or year, as the case may 
be, the valuation reserve remains open, growing 
larger each year by the amount of decline in 
value of the asset to which it is complementary 
and which it evaluates. 

To illustrate, assume that the Acme Company 
began business January 1, 1907, with assets and 
liabilities as shown by the balance sheet in Table I 

During the ten years following January 1, 
1907, the company engages in the usual opera- 
tions of manufacture. Also during this period 
its plant and machinery depreciate in value from 
some or all of the causes mentioned hitherto. It 
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is impossible to forecast exactly the life of a 
building; yet that is the flimsiest of excuses for 
neglecting to make an estimate of what it will be. 
If past experience points to the conclusion that 
the average life of the plant will be fifty years 
and that of the machinery ten years, then allow- 
ances should be made on this basis — 2 per cent, 
annually on cost for the plant, and 10 per cent, 
annually on cost for the machinery. Expressed 
in dollars the allowance will be $2,000 and $4,000, 
respectively, for plant and machinery. For the 
ten-year period ending January 1, 1917, the de- 
preciation of the plant on the above basis is 
$20,000 and that of the machinery $40,000, the 
machinery now being worthless. If the Acme 
Company has kept its accounts properly, its bal- 
ance sheet dated January 1, 1917 (assuming that 
cash has increased $4,500, notes payable $4,000, 
and that deferred charges now stand at $500), 
should appear as given in Table II. 

TABLE II 

BALANCE SHEET— ACME COMPANY 

As of January i, 1917 

Fixed Assets — 

Plant '. $100,000 

Machinery 40,000 
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Current Assets — 

Cash % 25,000 

Accounts Receivable 58,500 

Deferred Charges 500 

$224,000 

Fixed Liabilities — 
Bonds $60,000 

Valuation Reserves — 

Depreciation of Plant 20,00a 

Depreciation of Machinery 40,000 

Current Liabilities — 

Notes Payable 4,000 

Capital Stock 100,000 



$224,000 



We are concerned only with the fixed assets 
and the valuation reserves. Changes in the other 
accounts are pure assumptions made to secure a 
complete statement. The reserve accounts are 
not liabilities and their chief value is in the aid 
they give in an attempt to evaluate or value the 
fixed assets to which they are complementary. 
Thus to find the present worth of the plant we 
deduct the reserve for depreciation of plant from 
the cost price ($100,000--$20,(X)0), which gives 
a present valuation of $80,()(X). Likewise, to find 
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the present valuation of machinery, deduct the 
reserve for depreciation of machinery from the 
cost price of machinery as shown ($40,000 — 
$40,000), which gives zero for the answer. 

Probably the investor, before he buys the bonds 
of a company, will wish to do a little valuation 
work on his own account. He may question 
whether the valuation originally placed on the 
fixed assets was the correct one, and he may also 
question whether the valuation reserves set up 
are large enough to cover the depreciation that 
has occurred. Of course, he will also consider 
additions and betterments made to the original 
plant. Machinery cannot be allowed to depre- 
ciate until all the machinery is worthless. New 
machinery must be purchased from time to time, 
so that in practice the hypothetical situation 
which we have assumed, in order to simplify 
matters and lay bare a principle, would not occur. 
Nevertheless, after making allowance for the 
naturally more complex situation which occurs 
in real business, the principle applies with full 
force. 

Depreciation of physical assets is but one of 
the circimistances which make desirable the em- 
plo3mient of depreciation reserves. Other assets 
as well undergo a diminution in vsdue; this is 
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notably true of open book accounts receivable. 
The percentage of loss on these accounts varies 
with the character of the business and the effi- 
ciency of the credit department. Such loss ought 
not in most instances, to run beyond a fraction 
of 1 per cent. Whatever a careful estimate de- 
termines the loss on this score to be, should be 
charged to income and credited to a reserve for 
bad debts. When individual accounts are found 
to be really worthless they are charged into this 
reserve. 

It must be admitted that in practice many 
companies do occasionally "slip a cog" in their 
treatment of depreciation. The writer once asked 
the auditor of one of the largest and most pros- 
perous corporations in the United States what 
policy he pursued in writing off depreciation. 
The surprisingly frank reply was that the amount 
of depreciation written off depended on current 
earnings. This answer exemplifies the recourse 
which, in practice, is sometimes had to a proce- 
dure which does not run parallel to the theory 
which underlies good accounting. Sometimes a 
point is sacrificed for harmony's sake. In some 
industries gross income varies greatly year after 
year. In others it remains fairly uniform. The 
former, of variable tendency is best exemplified 
by the industrial group. Here there is undoubt- 
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edly some justification for altering the deprecia- 
tion charge from year to year, providing that in 
the long rim a sufficient allowance is made. An 
investor should enlighten himself as to the gen- 
eral policy on depreciation followed by the com- 
pany of whose securities he is a prospective 
buyer. 

Owing to its increased earnings, the Bethle- 
hem Steel Corporation charged off over $14,000,- 
000 for depreciation in 1916^an amount several 
times in excess of the average amount written oflF 
during several years preceding. One is inclined 
to ask, then, whether the charges made during 
preceding years were adequate. When sufficient 
allowance for depreciation is not made, it is usu- 
ally because the earnings are not large enough to 
make a fair allowance for it and also make a 
good showing of net profits — 2, situation which 
borders on the htunorous in the eyes of those 
who tmderstand it. 



CHAPTER VII 

9f 



The Surplus Reserve — "Watering 
What Surplus is Distributable? 



CONSERVATISM is usually regarded as a 
prime business virtue. Capital is timid 
and it requires a great amount of demon- 
stration to convince it that it is safe and will so 
continue. It seeks the well protected places and 
shuns exposure to uncertainty and the evil effects 
of misjudgment. This, of course, is due to the 
fact that every investor treasures his possession 
of capital and its welfare is ever one of his 
deepest concerns. 

One of the marks of conservatism on the part 
of those who engineer large financial enterprises 
is their constant solicitude for the safety of the 
capital intrusted to their hands. Every kind of 
business must face certain risks and hazards of 
a more or less characteristic kind. Some of these 
hazards are seasonal and can be forecasted with 
a greater or less degree of certainty. Others are 
less certain as to time of occurrence, duration, 
and intensity. Different lines of enterprise suffer 
from uncertainty, depression and the like in 
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varying degrees — depending on the character of 
the enterprise itself. Some establishments enjoy 
a pretty even income from month to month and 
year to year. Others must be prepared to face 
great irregularities in this respect. The former 
type of enterprise is exemplified by most public 
utility corporations; the latter by the so-called 
industrials. Midway between the public utilities 
and the industrials are railroad companies and 
certain other activities. 

A public utility supplies a service for which 
the demand is quite constant and uniform. Peo* 
pie consider street car service, electric lights, gas 
and water as essentials without which they can- 
not live comfortably. Most public utility com- 
panies, moreover, are not subject to disturbing 
competitive influences, while their rates are de- 
termined by public service commissions, and re-% 
main fairly constant. The industrials, on the 
contrary, are very susceptible to the unsteady 
forces of competition, to variations in supply and 
demand, and to the effects of general prosperity 
and depression. 

These considerations suggest certain differ- 
ences that must be reckon^ with by managers 
who do not keep their noses perpetually upon the 
grindstone of daily routine, to the detriment of 
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a broad conception of the nature and require- 
ments of their business. To make capital safe 
in an enterprise which involves considerable haz- 
ard in the form of irregular income and of 
changes in prices, supply and demand, it must be 
hedged about with certain protecting barriers 
which would not be essential were less hazard 
involved. 

The prescribed method of putting an enter- 
prise on a basis which will in a large degree pro- 
tect it from the financial inclemencies suggested 
above, is to retain a portion of the profits. When 
a corporation begins its career it does so with a 
certain amount of capital, for which it issues its 
capital stock. Possibly it also secures a portion 
of its funds by the sale of bonds. It now has the 
privilege of keeping the value of its assets at 
their original figure or of enlarging it in one way 
or another by using some of its profits for that 
purpose, instead of distributing them to stock- 
holders. It might also do this by issuing addi- 
tional stock or bonds. If the latter method is 
pursued, however, the equity back of any par- 
ticular share of stock is not increased. 

But if a portion of the profits is retained in 
the business, the total worth of the assets is 
increased while the amount of outstanding se- 
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curities remains unchanged. This means that the 
equity back of ekch share of stock is increased. 
By pursuing such a policy an enterprise may be 
given additional strength and staying power, lim- 
ited only by the amount of the profits which it 
may be possible to reserve. Therefore, as re- 
gards its surplus the policy of a company is of 
vital interest to the investor. 

An examination of the balance sheets of the 
United States Steel Corporation for the past few 
years reveals interesting facts bearing upon its 
policy of reserving profits. Its balance sheet for 
December 31, 1908, shows an undivided surplus 
of over $133,000,000, of which $25,000,000 was 
provided at organization, April 1, 1901, while 
something over $28,000,000 represents profits ac- 
crued on inter-company transfers. Probably the 
best index of the Corporation's policy is found 
in the difference between its total undivided sur- 
plus, $133,000,000, and the total of two of its 
component parts mentioned above, namely, the 
$25,000,000 initial surplus and that of $28,000,- 
000 secured on inter-company transfers — which 
leaves about $80,000,000 as the actual surplus 
accimiulated from operations other than inter- 
company. 

Although it might not be advisable to dispute 
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the existence of the initial surplus of $25,000,000, 
the investor may safely discount it about 100 per 
cent. Whether profits on inter-company sales 
ought to be reckoned at all is questionable. Let 
us be radically conservative and discoimt this 
100 per cent. also. This leaves a balance in sur- 
plus, as at December 31, 1908, of slightly over 
$80,000,000. Indeed, in its later reports the sur- 
plus resulting from inter-company transfers is 
deducted from the amount of the inventories, on 
the asset side of the balance sheet. 

Now, from an actual surplus, accumulated out 
of profits, of $80,000,000 in 1908, the amount has 
grown to over $180,000,000 in 1915— represent- 
ing an average annual accumulation, since 1908, 
of over $14,000,000. These facts indicate the 
development of a policy. That policy consists in 
retaining in the business a suAicient part of the 
profits to enable the company to construct a pro- 
tective breastwork against the depleting effects 
of unprosperous years. We shall see how useful 
the surplus of the United States Steel Corpora- 
tion proved to be in 1914 when the depressing 
effects of the declaration of war in Europe were 
greatest in the steel industry. 

In 1913 the profits of the company enabled it 
to pay a dividend of 7 per cent, on its preferred 
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stock and one of 5 per cent, on its common stock, 
to appropriate $15,000,000 as a special reserva- 
tion of profits, and in addition to add over $15,- 
500,000 to surplus. In 1914 its profits fell oflf to 
so great an extent that the payment of a dividend 
of 7 per cent, on the preferred stock and one of 
lyi per cent, on the common stock, resulted in a 
current deficit of nearly $17,000,000, which was 
charged to surplus. Had there existed no surplus 
accumulated from past years, and had the prin- 
ciple requiring the payment of dividends only 
out of profits been strictly observed, the preferred 
stock would not have received its full 7 per cent, 
allowance and the common stock would have re- 
ceived nothing. 

From what we have said hitherto, the investor 
will ever be on guard against taking balance sheet 
statement for granted. Having fotmd a surplus 
in the balance sheet he should convince himself 
that it is an actual, not a paper, surplus. 

If a company is careful to charge all expenses, 
depreciation, etc., to income, and in addition 
shows in its income statement a reservation of 
profits to surplus, the conservation and general 
correctness of its policy is quite certain, even 
though the nimierical accuracy of its surplus ac- 
count may be questioned. Thus, if at a given 
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date the surplus account stands in excess of what 
it really should be it is erroneous to the extent 
of the over-statement. Nevertheless, if there- 
after all additions to surplus represent bona-fide 
reservations of net profit the policy of the com- 
pany may be considered a conservative one. 

Undoubtedly the mergers and reorganizations 
of the past decade have introduced a great quan- 
tity of "water" into the accounts of the concerns 
reorganized. 

In some cases the entire issue of common stock 
is "water." It is the hope, of course, in these 
cases that increasing prosperity and the conse- 
quent increased valuation of assets will squeeze 
out this "water." Sometimes they do. Tremen- 
dous growth in realty values has done this for 
many railroad companies. Sometimes they do 
not. Many of the big industrial mergers were 
figuratively swamped in "water." When this 
occurs drastic reorganization becomes necessary. 
The purpose of nearly every such reorganization 
is to scale down stocks, or bonds, or both, and 
thus automatically reduce the "water." When 
all "water" is removed the moment has arrived 
when all further addition to assets without a 
corresponding increase of stock or bonds results 
in a surplus. 
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Occasionally a surplus results from some 
source other than the profits derived from ordi- 
nary operations. Sometimes a corporation is 
able to market its stock for more than its par 
value. When such is the case the excess of the 
amount received over the par of the stock is 
usually credited to an account entitled, "Premium 
on Capital Stock." Should such a premium be 
considered as an addition to surplus and there- 
fore subject to use for dividend payments, or 
should it be considered as a permanent reserve 
for the protection of both stockholders and 
creditors ? 

The answer to this question involves the con- 
sideration of one of the most fundamental con- 
cepts of corporation finance, namely, the status 
of capital stock from the standpoint of those who 
become the company's creditors, either as trad- 
ers or as investors. The creditor assumes that 
back of outstanding stock there exists a certain 
equity which serves as his protection. Stock 
must be full paid. The right of the creditor to 
be assured that this equity really exists is empha- 
sized by the fact that, in all the states but two, 
California and Minnesota, the stockholder's lia- 
bility is strictly limited to the par value of his 
stock. That is, if his stock is full paid, he can- 
not lose more than he invests in it. 
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As a consequence, the resources to which the 
creditor can look for the satisfaction of his claims 
is limited strictly to the assets of the company 
indebted to him. All money received by a cor- 
poration from the sale of its stocks, at par, be- 
comes in a sense a trust fund for the protection 
of its creditors. But suppose stock is marketed 
above par. Does the same then hold true for 
money received, on sale of stock, over and above 
its par value ? It is impossible at present to give 
an unequivocal answer to this question. A recent 
decision (July 14, 1914) of the court of appeals 
of New York affirms that surplus in the form of 
a premitmi on stock is distributable as dividends, 
while many authorities assert the contrary. 

At all events, the investor ought to be prepared 
to distinguish between the two possible sources 
of a surplus, (a) profits from operations, and 
(b) profits from extraordinary sources. It is 
out of the former that valid surpluses are gen- 
erally formed. 



CHAPTER VIII 

Some Questions of Policy — Elements 
entering into the promotion of Financial 
Policy. 

ACCOUNTING is a matter of policy as well 
as of principle. That is, judgment must 
be employed to determine imder given 
circumstances, what principles apply and how 
they are to be applied. Like all good instru- 
ments, accounting principles may be purposely, 
or ignorantly, abused and misapplied. Dishon- 
estly employed, they not merely lose their posi- 
tive worth, but they assume a negative value 
which makes them very dangerous in the hands 
of the unrighteous. There is a "why" as well as 
a "how" in accounting practice. The "why" is 
never satisfactorily answered until the rights of 
all interested parties have been considered. 

To be productive, wealth must be supervised ; 
nor is it possible to remove altogether the ele- 
ment of risk inherent in all forms of enterprise. 
There is a big human factor in business. For 
this very reason business is subject to manipula- 
tion which may be unfavorable as well as favor- 
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able in character. Like the modeling clay of the 
sculptor, wealth submits itself to an endless va- 
riety of formations. It is because of this that 
we speak of the policy of one company as con- 
servative, or another as radical, of another as 
aggressive, of still another as progressive or un- 
progressive. What do we mean by these terms ? 

Too frequently we employ them without any 
very definite significance and without more than 
a superficial inspection, or possibly from mere 
hearsay. The financial policy of a corporation 
is unavoidably linked up with its accounting 
policy. Indeed, it is through its accounts that 
this policy takes definite form. Whether the 
head accounting officer has a voice in the de- 
termination of this policy, or whether he is a 
"mere bookkeeper" may not be a vital question. 
The important point to be noted is not the origin 
of a policy, so long as it is legitimate, but what 
is the policy? Usually a policy resembles a 
chemical compound and can be studied best by 
being split up into its elements. Some of the 
elements entering into the formation of the finan- 
cial policy of a corporation and which are re- 
flected in its accounts are: 

The attitude toward dividend payments. 

The method of meeting current liabilities. 
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Sometimes current liabilities are converted in- 
to funded liabilities to avoid immediate trouble — 
a procedure which only too frequently paves the 
way for future trouble. As a palliative against 
an extraordinary situation this plan may be justi- 
fiable, but as a permanent policy it is to be con- 
demned. By comparing balance sheets for a con- 
siderable period of years the tendency of current 
liabilities to increase may be noted; and if it is 
considerable the explanation therefor should be 
sought. The only justification for a permanent 
increase in current liabilities is a corresponding 
growth in the volume of business transacted. 
Without this, the cause may be in over-buying 
or in the inability to meet obligations falling due. 

The ease with which a corporation can raise 
additional capital to finance its growing demands 
is a pretty good index of its general reliability. 
In recent years some of our embar/assed railroad 
companies have gone from pillar to post in search 
of help. Illustrative of this has been the New 
Haven's problem of finding the means with which 
to meet certain large obligations falling due 
May 1, 1917. The solution has taken the form 
of an issue of short term collateral notes. Strong 
companies can usually choose what means they 
wish to encourage the influx of other people's 
money, but weak ones are driven to extremes to 
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find some suitable form of security. Some of 
our railroad companies have exhausted their 
ingenuity and our language in their search for 
picturesque names for what in plain English 
ought to be called second, third and fourth mort- 
gage bonds. 

A business which cannot readily obtain the 
additional capital needed to meet the demands 
of normal growth is at a distinct disadvantage. 
It will find itself increasingly handicapped as 
time passes. It becomes sub-normal^ and can no 
longer run on a 100 per cent efficiency basis. 
Unless the cause of this situation happens to be 
one which affects all of a given class of industries 
alike the ill-favored one will be outdistanced by 
its competitors. 

In general, new capital ought to be obtained 
through the issue of sufficient stocks or bonds to 
secure the required amount of money without 
further resort to temporary bank loans, which, 
under the circumstances, might be made with 
difficulty. The history of past financing may be 
depended upon to throw light upon future 
prospects. 

Too much circumspection in the selection of 
customers is hardly possible, although the im- 
portance of this consideration varies greatly in 
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different lines. Where sales of commodities or 
services are mostly for cash little attention need 
be given to possible losses from bad debts. Where 
many saks are made on credit the consideration 
becomes one of prime importance. An up-to-date 
concern uses all available facilities to determine 
credit risks. Employment of mercantile agen- 
cies, co-operation with other corporations, and a 
systematized office practice are among essential 
features that characterize the work of progres- 
sive corporations. 

The investor will do well to go beyond the 
statement of accounts receivable shown in the 
balance sheet and attempt to learn to what extent 
worthless or doubtful accounts have been in- 
cluded. Perhaps in some cases this is a well nigh 
impossible task, and the small investor is apt to 
recognize it as splendid theory but difficult prac- 
tice. This is one of the penalties of being an 
investor, however, to be faced with as much 
equanimity as can be commanded. If the bal- 
ance sheet has been certified by a firm of com- 
petent public accountants their visS may be ac- 
cepted as a guaranty against occult and disreput- 
able practices. 

The investor should note the satisfactoriness 
of the wage system in use. If it is a good one 



